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U.S. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT

WASHINGTON, DC  20410-8000
ASSISTANT SECRETARY FOR HOUSING-

FEDERAL HOUSING COMMISSIONER


February 23, 2004

MORTGAGEE LETTER 04-08

TO: ALL MULTIFAMILY MORTGAGEES

SUBJECT:  Implementation of the Hospital Mortgage Insurance Act of 2003

The subject Act, PL108-91, amends Section 242 of the National Housing Act in three ways:

1. Section 2 of the Act affects applications for projects in states without Certificate of Need (CON) programs for hospitals.  It eliminates the need for a state agency to conduct or commission and pay for a study of market need and feasibility.  Applicants in non-CON states may now contract directly for the studies required by HUD.  

2. Section 3 of the Act affects only applications for Critical Access Hospital
 projects.  It eliminates the requirement that no more than 50 percent of patient days may be associated with certain sub-acute services named in the statute.  The principal effect of this change is to enable rural hospitals that include a significant number of nursing or rehabilitation beds to qualify for Section 242 insured financing.

3. Section 4 of the act requires HUD to study barriers to the receipt of mortgage insurance by Federally Qualified Health Centers.  

The purpose of this mortgagee letter is to describe how the amendment affects the processing of applications for Section 242 mortgage insurance and to clarify HUD’s policies with respect to studies of market need and feasibility.

Section 2 – Projects in Non-Certificate of Need States

By eliminating the need for a state agency to conduct or commission a study of market need and feasibility, the amendment removes a procedural impediment that prevented or discouraged hospitals in some non-CON states from applying.  However, it does not change HUD’s approach to evaluating need, feasibility, and risk.  Following is a review of that approach.  

Process.  This process applies to both CON and non-CON states.  The applicant must submit a market and feasibility study as a part of its application.  The study must be performed by an independent accounting firm
 with experience in conducting such studies for hospitals.  It must follow American Institute of Certified Public Accountants (AICPA) guidelines and HUD’s Guidelines for Preparation of Studies of Market Need and Feasibility  – HUD Section 242 Program (available on request).  The applicant must submit the consultant’s proposal to HUD for prior approval. 

The study must include: an analysis of market need and competition; assumptions about demand, impact on other providers, hospital utilization, costs, and revenues; and a financial forecast.  The study is a critical part of an application.  Once HUD determines that the application is complete and the hospital is statutorily eligible, the next step is review of the study.  If the study does not meet the requirements stated in the HUD Guidelines, HUD may reject the application on that basis or, if deficiencies are minor, permit the applicant to submit a revised study with the deficiencies corrected.

HUD does not accept the study at face value.  Instead, it uses the study as a starting point for its own analysis.  The team assigned to review an application
 may or may not agree with the study’s conclusions.  As an input to the team’s review, one of HUD’s independent feasibility consultants reviews each application, including the study.  The consultant’s report may agree or disagree with the applicant’s study.  At the conclusion of the review process, HUD may approve the application or may reject it on the basis of need, feasibility, or risk to the Federal Housing Administration (FHA) insurance fund.
 

This process is followed for applications from hospitals in both CON and non-CON states.  In all cases, a study must be submitted.  In the past, hospitals in CON states commissioned their studies directly while hospitals in non-CON states had to find a state agency that would commission the study for them.  Now, all hospitals will be able to commission their studies directly.  

Market Need.  The following factors are relevant in evaluating market need for the project and should be addressed, as applicable, in the study.  Because each hospital presents a unique situation, there is no formula or cutoff level that applies to all applications.  

a. Service area definition

b. Existing or proposed hospital

c. Designation as sole community provider, critical access hospital, or rural referral center

d. Community-wide use rates (discharges and days/1000)

e. State-wide use rates (for benchmarking purposes)

f. Current population and five-year projection by age cohort

g. Staffed vs. licensed beds

h. Applicant hospital’s occupancy rate

i. Competitors’ occupancy rates

j. Outpatient volume

k. Availability of emergency services

l. Teaching hospital status

m. Services offered by hospitals in the service area

n. Migration of patients out of the service area

o. Planned construction at other facilities in the region

p. Historical market share by major service category

q. Disproportionate Share Hospital designation

r. Distance to other hospitals

In conjunction with these factors, HUD’s review of market need has historically taken into consideration the following language in Section 242 (f):  “The activities and functions provided for in this section shall be carried out by the agencies involved so as to encourage programs that undertake responsibility to provide comprehensive health care, including outpatient and preventive care, as well as hospitalization, to a defined population, and, in the case of public hospitals, to encourage programs that are undertaken to provide essential health care services to all residents of a community regardless of ability to pay.”  

In implementing this requirement, HUD considers the market impact of a new project upon existing health care providers, particularly those with a disproportionate share of Medicaid and uninsured patients.  As a general rule, Section 242 insurance may support start-up hospitals only if existing hospital capacity in the service area is clearly not adequate to meet the needs of the population.  

Financial Feasibility.  Determination of financial feasibility includes, but is not limited to, evaluation of the following factors, which should be addressed in the study.  The first two factors, referred to as the Level One Ratios, are used as a preliminary financial screen.  Generally, a hospital that does not meet these tests is not a good candidate for Section 242 insured financing.  

a. A minimum aggregate operating margin
 of 0.00 calculated from the past three audited financial statements, preferably with positive trends

b. A minimum aggregate debt service coverage ratio of 1.25 or higher calculated from the past three audited financial statements

c. A positive operating margin based on the latest year-to-date interim financial results

d. Projected gains from operations and a manageable debt load using reasonable assumptions

e. Cushion in the balance sheet – ability to withstand short periods of net losses without jeopardizing financial viability

f. Patient utilization forecasts (including average length of stay, case intensity, discharges, area-wide use rates) that are consistent with the hospital’s historical trends, future service mix, market trends, population forecasts, and business climate

g. The hospital’s demonstrated ability to position itself to compete in its marketplace

h. Organizational affiliations or relationships that help optimize financial, clinical, and operational performance

i. Management’s demonstrated ability to operate effectively and efficiently, and to develop effective strategies for addressing problem areas

j. Systems in place to monitor hospital operations, revenues, and costs accurately and in a timely manner

k. A Board that is appropriately constituted and provides effective oversight

l. Required licensures and approvals

m. Favorable ratings from the Joint Commission on Accreditation of Healthcare Organizations or equivalent

As stated above, the study of market need and financial feasibility must be prepared in accordance with AICPA guidelines.  The certified public accountant’s opinion letter that accompanies the study must include a statement addressing market need as well as a statement addressing the ability of the hospital to service the mortgage.

Section 3 – Critical Access Hospital Projects

This section excludes Critical Access Hospitals (CAHs) from the definition of acute care hospital and, thereby, excludes CAHs from the requirement that no more than 50 percent of the patient days be attributed to certain non-acute categories listed in the statute.  

Unlike Section 2, this section has a “sunset” date of July 31, 2006.  By that time, HUD must submit a report to Congress detailing the effects of the exemption on the program and the FHA insurance fund.  For this reason, any application for a CAH project that needs the exemption to become eligible should be submitted to HUD in its entirety no later than October 31, 2005, to allow time for processing and for HUD to prepare its report to Congress.  

Section 4 - Study of barriers to the receipt of mortgage insurance by Federally Qualified Health Centers.    

This section requires HUD to conduct a study pertaining to barriers to the use of Title XI mortgage insurance for federally qualified health centers.  Title XI (of the National Housing Act) authorizes HUD to insure mortgages for group practice facilities.  Section 4, therefore, is unrelated to the Section 242 hospital mortgage insurance program, except 

that it is administered by the same office in HUD (the Office of Insured Health Care Facilities).  For any recipients of this notice who might be interested in using Title XI mortgage insurance for federally qualified health centers and community health centers in general, HUD welcomes any input.  Please refer to 24 CFR, Part 244 and HUD Handbook 4630.1 for existing program requirements.
Sincerely,

John C. Weicher

Assistant Secretary for Housing-

  Federal Housing Commissioner

� Hospitals designated by their states and certified by the Centers for Medicare and Medicaid Services as Critical Access Hospitals in accordance with Title 42 of the Public Health Act


� The firm must meet the U. S. General Accounting Office “Yellow Book” standards for independence, which took effect January 1, 2003.


� The teams consist of HUD staff and staff at the Department of Health and Human Services, which acts as HUD’s agent under an interagency agreement.


� Applications may also be rejected for other reasons,  e.g.,  noncompliance with environmental requirements


� Based on the hospital's core operations.  HUD considers income from sources such as investments, donations, sale of assets, and one-time events to be non-operating income. 
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